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Altogether, 31 ratios were selected for the present study
and they are grouped into five categories viz., short-term
solvency ratios, turnover ratios, asset usage ratios, profitability
ratios and financial stability ratios.

Significance of the Selected Ratios

In what follows the significance and implication of each
ratio under various groups is discussed. It is proposed to
explain the suitability and usefulness of each ratio in the
context of identification of sickness in small-scale industrial
units.

Current Ratio

Current ratio is computed by dividing current assets by
current liabilities. The excess amount of current assets over
current liabilities is the net working capital. This ratio
explains the position of working capital-whether it is positive
or negative-and how far the firm is able to meet its current
obligations. In this way, this ratio explains the short-term
solvency of a firm.

Current assets include cash in hand, cash at the bank
sundry debtors, bills receivable, inventory, advances to the
suppliers of raw-materials and advances to the workers. The
current liabilities include sundry creditors, bills payable, short-
term loans, interest payable, advances from purchasers and out-
standing expenses.

A ratio of 2:1 is considered a safe margin of solvency
due to the fact that even if the current assets are reduced to
half i.e., .1 instead of 2, the creditors will be able to get their
payment in full. But a business having a seasonal trading
activity may show a lower current ratio at certain periods of
the year.10

A higher current ratio indicates excess of current assets
over current liabilities.

A lower current ratio may be due to shortage of work-
ing capital, overtrading, diversion of short-term funds to long-
term needs and continuous losses.
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